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Financial law affects economic performance and corporate external finance. It also influences the 
activities of entrepreneurs, and the investors who finance projects. Many authors report differences in 
financial law between common and civil law countries. It is well known that weak legal protection for 
investors leads to credit rationing, a situation in which entrepreneurs cannot find sufficient investment 
and are therefore unable to set up firms. Collateral is a secured asset that is forfeited to investors 
should a project fail; thus, investors are more prepared to provide finance when there is collateral than 
when there is not. Consequently, collateral is one of the devices that alleviate credit rationing. The law 
concerning collateral differs around the world, especially between common and civil law countries. 
We examine the legal differences regarding collateral in common and civil law, and consider the effect 
of these on the activities of entrepreneurs and investors by using the standard moral hazard model of 
corporate finance. In this context, we focus on the following characteristics of the laws regarding 
collateral. In civil law, each asset must be individually registered as collateral; it is not possible to 
register a group of assets as one item of collateral. As a result, the more collateral that is registered, the 
higher the overall cost. 
Such registration costs vary, although each one is relatively low. 
However, in common law all the assets of a firm can be registered as one item of collateral. When 
collateral is registered in this way, it is possible to exclude some assets from the total. The registration 
cost is fixed, but is high because of the need to estimate the assets' total value. The cost of excluding 
assets varies. These differences between common and civil law regarding collateral affect 
entrepreneurial and investment decisions, and determine the extent of credit rationing. 
We use these characteristics in the model, and show the following. The amount of registered collateral 
is larger in common law than civil law countries; as a result, the amount of corporate funding is larger 
in common law countries. This means that entrepreneurs in civil law countries tend to suffer more 
from credit rationing because less effort is put into monitoring and estimating asset values for 
collateral.  
 


